We examine how supplemental accounting disclosures affect users' judgments about management credibility and, in turn, their expectations of the auditor. In a lease obligation setting, our experiment separates the effects of understanding the financial impact of accounting treatment (by manipulating the presence of a supplemental reconciliation relative to control conditions) from inferences made based on management's choice of accounting disclosures (by manipulating the source of the reconciliation). Users who receive a reconciliation (of disclosed lease obligations to capitalization) report lower perceptions of management credibility, higher investment risk, and higher audit expectations when the reconciliation is provided by a source other than management. Results demonstrate the effects of the presence and source of reconciliation on investment risk and management credibility judgments, extending research on the influence of managerial reporting discretion to audit expectations, with implications for research on the expectation gap and on auditor business and litigation risk. These findings suggest boundary conditions in which audit expectations are higher (and, thus, auditors' business and litigation risk may also be higher) for disclosed information than for recognized information.
Introduction
We examine how supplemental accounting disclosures affect financial statement users' perceptions of management credibility and their audit expectations. Management credibility, according to Mercer (2004 Mercer ( , 2005 , represents financial statement users' beliefs about management's overall level of trustworthiness or competence. Similarly, we define audit expectations as financial statement users' beliefs about the overall level of skepticism or effort the auditor should apply in planning and performing the audit of management's financial statements. We connect prior work on management credibility to users' audit expectations because management trustworthiness and competence are also key components of a company's control environment, or "tone at the top," which are considered critical to audit planning (COSO 1994; AICPA 2006) . With research in psychology suggesting that individuals expect their beliefs and concerns to be shared by others (e.g., Keysar et al. 1995) , we conjecture that financial statement users likely expect the company's auditors to share their beliefs about management credibility and to accordingly adjust their overall skepticism or effort in performing the audit.
Much of the prior literature on credibility has focused on disclosure credibility, defined by Mercer (2004) as financial statement users' beliefs about the believability of a particular disclosure. While management credibility can affect disclosure credibility, prior research has also documented that aspects of disclosure credibility (e.g., completeness⎯Mercer 2005; timing ⎯ Libby and Tan 1999; accuracy ⎯Tan et al. 2002) impact users' perceptions of management credibility, at least in the short term.
Disclosure credibility varies (and hence may impact perceptions of management credibility) more when a disclosure is voluntary (i.e., not mandated by generally accepted accounting principles, GAAP) or even in accordance with GAAP if users believe that substantial discretion remains in the application of accounting treatments . However, standards reinforcing auditors' obligations to consider the overall quality of a company's accounting principles beyond mere compliance are relatively recent (e.g., SAS No. 90). There are currently no objective criteria for the consistent evaluation of quality (AICPA 1999; Munter 2001) , with little professional guidance on how auditors should adjust for corporate governance factors when formulating an appropriate audit strategy (Cohen et al. 2002) . Thus, users and auditors may reasonably differ in the management credibility assessments they make based on such disclosures.
In this paper, we integrate the extant financial accounting literature on investors' perceptions of disclosure and management credibility with recent research on the effects of alternative accounting treatments on auditors' judgments of tolerable misstatement and materiality. For both stock option compensation and lease obligations, Libby et al. (2006) find that audit partners tolerate more misstatement in disclosed rather than recognized financial statement items. They find that the differences in tolerable misstatement occur at least in part because auditors view misstatements in disclosed amounts to be less material. This viewpoint may arise because of lower perceived litigation risk, with auditors expecting users to place lower weight on disclosed information.
1 However, in a similar lease obligation setting, Nelson and Tayler (2007) find that relatively sophisticated financial statement users weight lease information more heavily when it is initially disclosed but they then adjust (or reconcile) the financials to appear as if the leases had been recognized, as compared to when the leases are simply recognized in the financial statements. Nelson and Tayler (2007) also provide preliminary evidence that users who are presented with that reconciliation perceive management as relatively less credible than users presented only with recognition. This preliminary finding is consistent with reconciliation highlighting the financial impact of the difference in accounting treatments for users, who may then perceive management as less forthcoming despite conforming with GAAP. However, open questions remain about the circumstances under which users will weight disclosed information more heavily because of inferred differences in management credibility, and to what extent those inferences have implications for users' audit expectations.
1 That expectation is consistent with prior evidence that investors are less affected by disclosed rather than recognized information. This general finding has now been documented with respect to the recognition versus disclosure of leases (e.g., Imhoff et al. 1993 , Munter and Ratcliffe 1983 , Wilkins and Zimmer 1983b , post retirement benefits (e.g., Davis-Friday et al. 2004 , Harper et al. 1987 , real estate asset revaluations (e.g., Cotter and Zimmer 2003) , stock option compensation (Belzile et al. 2006 , Frederickson et al. 2006 , research and development (Entwistle 1999) , and fair value income (Hirst et al. 2004 ).
The lease obligation setting examined by Libby et al. (2006) and Nelson and Tayler (2007) is well-suited to our experimental investigation of users' judgments about management credibility and their related audit expectations for several reasons. With lease obligations, management generally has incentives to prefer the off-balance sheet disclosure of operating leases over the recognition of capital leases, and prior research has found that incentives play an important role in credibility assessments (e.g., Hirst et al. 1995; Hodge et al. 2006) . Managers are also more likely to attempt earnings management by structuring transactions around precise standards (such as the specific thresholds stated in SFAS No. 13
with respect to operating versus capital leases), and auditors are less likely to adjust such attempts (Nelson et al. 2002) . Thus, current GAAP would appear to be restrictive, but managers retain some flexibility to choose between accounting treatments (albeit at a cost of structuring the transaction). In contrast, the recognition of all leases is generally preferred by sophisticated users (e.g., SEC 2005 SEC , S&P 2006 , although the difficulty of the constructive capitalization adjustment implies that only relatively knowledgeable users are likely to make the attempt (as in Nelson and Tayler 2007) . In our experiment, we separate the effects of users' understanding of the financial impact of the accounting treatment (by manipulating the presence of a supplemental reconciliation relative to control conditions) from the inferences users might make based on management's choice of accounting treatment and disclosures (by manipulating the stated source of the reconciliation).
More specifically, in our experiment, we vary the financial disclosures for a company's operating lease obligations. In two treatment conditions, participants receive a supplemental reconciliation indicating the company's financial results as if the disclosed operating leases had instead been capitalized, with the source of the reconciliation manipulated between-subjects to be either company management or an independent research analyst. We also include two between-subjects control conditions⎯a disclosure condition, which is identical except that participants do not receive the reconciliation, and a recognition condition, in which the company maintains capital leases instead of operating leases. Our dependent measures include management credibility, investment risk, and audit expectation judgments. We ask all participants to evaluate each of the three dependent measures in order to facilitate mediation analyses. To provide corroborating evidence with alternative measures, we also analyze participants' responses to posttask questions about their credibility assessments and the auditor's responsibilities.
We hypothesize and find that participants who receive a reconciliation of the disclosed lease obligations to capitalization report lower management credibility, higher investment risk, and higher audit expectations when the reconciliation is provided by an outside source rather than by company management.
We apply a path analysis to simultaneously estimate the predicted direct and indirect relationships among the variables; we find results consistent with our hypotheses and with management credibility mediating the observed investment risk and audit expectations effects.
Comparisons with the control conditions confirm that disclosed information alone tends to affect judgments less than recognized information, supporting a key assumption for the conclusion that audit litigation risk is generally lower for disclosed amounts (Libby et al. 2006) . Users are unlikely to differ in their views of management credibility or in their audit expectations unless prompted to do so (in our experiment, via reconciliation), again consistent with generally lower audit litigation risk. However, users receiving a reconciliation from an outside source report lower perceptions of management credibility, higher investment risk, and higher audit expectations relative to control conditions, consistent with Nelson and Tayler's (2007) evidence. These findings suggest boundary conditions in which audit expectations are higher (and, thus, auditors' litigation risk may also be higher) for disclosed information than for recognized information.
Our research extends several lines of current literature. First, we extend research on recognition versus disclosure by demonstrating the effects of the presence and source of reconciliation on investment risk and management credibility judgments. The results indicate the differential impact of legitimate, within-GAAP accounting treatment choices on users' judgements when those choices are salient. These effects could, at least in short term evaluations, offset the potential benefits of managing earnings or debt information.
Second, we extend research on the influence of managerial reporting discretion on expectations of auditors' planning and performance. Our results confirm management credibility as a relevant control feature which affects users' audit expectations. Users expect auditors to share their concerns about how financial reporting decisions reflect on the integrity of management and to accordingly adjust their efforts.
With the recent public concerns over auditors' potential conflicts of interest in responding to management pressures (e.g., Moore et al. 2006) , these results provide empirical evidence that an auditor's business risk is likely to change with users' perceptions of management credibility. Auditors may need to assess managers' disclosures not only based on their conformity with GAAP, but also based on how those disclosure decisions may be perceived by financial statement users who generate audit expectations based on their assessments of managers' trustworthiness.
Finally, we extend research on the expectation gap and auditors' litigation risk as it relates to the standard of care that should be observed for recognized versus disclosed amounts. Because disclosed amounts are typically given less attention than recognized amounts, auditors may act as if the litigation risk associated with them is generally lower (Libby et al. 2006) . Our results suggest boundary conditions:
through the effect of reconciliation on management credibility judgments, users' expectations of auditor diligence (and thus auditors' exposure to risk) may be higher for disclosed versus recognized amounts, even though management's choices conform to GAAP. As Mock and Wright (1999) and Allen et al. (2006) note, the extant research suggests that auditors are sensitive to client risk factors, but finds mixed results with respect to whether audit program plans are then adapted to those risks. Unless auditors also take other offsetting actions, greater tolerance for misstatements in disclosed information could be a more risky strategy than realized.
The remainder of the paper proceeds as follows. Section 2 develops the hypotheses. Sections 3 and 4 describe the experimental method and results, respectively. Section 5 summarizes and discusses implications and directions for future research.
Background and Hypothesis Development
Because we place our investigation of management credibility within the context of prior research on disclosure, recognition, and reconciliation of lease obligations, we begin with a brief review of the background literature in that setting. We then discuss prior research on management credibility and develop our hypotheses. Supplemental disclosure of minimum future lease payments allows users to approximate the balance sheet and income statement as if operating leases had been recognized. However, this "constructive capitalization" adjustment is a reasonably difficult one that only relatively sophisticated users are likely to attempt spontaneously. Moreover, the effort and attention required also reduces the likelihood that users will attempt the adjustment (Bloomfield 2002; Hirshleifer and Teoh 2003; Hirst et al. 2003; Hunton et al. 2006) . Consistent with these lines of reasoning, prior research provides evidence that recognized information has a stronger influence on investors' judgments and decisions than does disclosed information. For example, investors are more likely to view obligations as a form of debt if they are recognized than if they are disclosed (Harper et al. 1987 (Harper et al. , 1991 Gopakakrishnan and Parkash 1996) , leading investors to be more likely to invest in a company that has lower recognized debt (Munter and Ratcliffe 1983) . Similarly, bank analysts' risk assessments are affected more by recognized information than by disclosed information (Hirst et al. 2004 ). Thus, even though knowledgeable users have clearly stated their preference for capitalization, financial statement users in general are less likely to consider a higher debt basis and assess higher investment risk when debts such as lease obligations are merely disclosed.
Consistent with investors' greater focus on recognized amounts, Libby et al. (2006) find that auditors are willing to allow more misstatements in disclosed amounts than in recognized amounts.
Specifically, they examine audit partners' decisions regarding how much of an understatement in stock compensation expense or lease obligations should be corrected, finding that partners knowingly require fewer corrections when items are disclosed rather than recognized. 3 The auditors' differential treatment may be a rational response to differences in the risk of litigation and reputation loss (Libby et al. 2006, 535) . If financial market participants place less weight on disclosed information than on recognized information, auditors may appropriately perceive lower risk in disclosed amounts than in recognized amounts, establishing higher materiality levels and tolerating greater levels of misstatement. Nelson and Tayler (2007) find that knowledgeable users can weight disclosed lease obligations more heavily than recognized information, indicating potential circumstances under which that reasoning may not be appropriate. Specifically, users in their experiment were experienced enough to understand and apply the constructive capitalization adjustment to the company's disclosed lease obligations, and 3 Auditors' willingness to tolerate misstatement likely varies with the perceived risk and exposure of the financial item. However, in their field investigation of audit analytical procedures, Hirst and Koonce (1996) indicate that lease commitments would be a higher-risk, higher-exposure item, which suggests that auditors should be less willing to tolerate misstatement in lease obligations than in other potential settings. Specifically, Hirst and Koonce (1996) note that the amount of evidence that the auditor gathers to corroborate an explanation of an analytical procedure used for substantive testing purposes would likely vary: "Seven [of 19] auditors noted that if the area is not one of critical audit importance, less corroboration may be sought. For example, corroboration is less likely to be obtained for an unexpected difference in a low-risk, low-exposure account (e.g., prepaid insurance) than for a high-risk, highexposure account (e.g., lease commitments)" (Hirst and Koonce 1996, 473, emphasis added) .
they either prepared their own reconciliation or received an experimenter-prepared reconciliation of the lease footnote disclosure to capitalization. Both procedures involve a reconciliation from a source independent of company management (i.e., the participant's own efforts or the experimenter). If users do not give reduced weight to disclosed information (e.g., when they prepare their own reconciliation or an explicit reconciliation becomes available), then the assumption of lower litigation risk may not hold.
Further, if lower assessments of management credibility lead users to increase their expectations of the skepticism and effort to be applied by the company's auditor, the business risk associated with disclosed amounts could increase relative to recognized amounts.
In our experiment, we separate the effects of users' understanding of the financial impact of the accounting treatment from the credibility inferences users might make based on management's choice of accounting treatment and disclosures. Elliott (2006) investigates the effect of a voluntary managementprovided reconciliation in a different context, from pro forma earnings to GAAP earnings when pro forma earnings were emphasized by management. Because pro forma earnings are higher than GAAP earnings, providing a reconciliation acts against management's typical incentives. Although not hypothesized as such, consistent with the credibility literature we discuss below, Elliott finds that the managementprovided reconciliation leads financial analysts to view pro forma earnings as more reliable and to increase their weighting of pro forma earnings when judging earnings performance. For nonprofessional participants, Elliott finds that the reconciliation reduces the influence of pro forma earnings on users'
earnings performance judgments, with no significant difference in perceived reliability. These results suggest that a voluntary management-provided reconciliation of alternative accounting treatments can affect users' perceptions of credibility, contingent on their level of sophistication. 4 As such, we assess the effects of users' understanding of the financial impact of the accounting treatment separately from the credibility inferences users might make based on management's choice of accounting treatment and disclosures.
MANAGEMENT CREDIBILITY
As Mercer (2004, 186) notes, much of the financial accounting literature has focused on "disclosure credibility," often treating it synonymously with "management credibility." Reviews by Mercer (2004) and Hirst et al. (2006) suggest that the credibility of a company's particular disclosures varies with a number of potential factors, including management's situational incentives at the time of the disclosure, various characteristics of the disclosure itself (e.g., its precision, venue, timing, completeness, and inherent plausibility), the degree of external and internal assurance available, and the existing overall level of "management credibility," representing financial statement users' beliefs about management's trustworthiness or competence. Similar to Mercer's definition, Birnbaum and Stegner (1979) define source credibility in terms of perceptions of source bias and source expertise.
Prior research has also documented that some aspects of disclosure credibility (e.g., completeness perceptions of management credibility, at least in the short term. We focus on situational incentives, and posit that perceptions of management credibility (particularly, perceptions of management trustworthiness)
would also be affected. Hirst et al. (1995) find that financial statement users perceive incentive-consistent information as less credible than incentive-inconsistent information. Extending this finding, Hodge et al. Persuasion models developed in psychology and accounting indicate that perceived situational incentives influence both disclosure credibility (Mercer 2004 ) and management credibility (Mercer 2005) .
People attribute an incentive-consistent message to the source's incentives, but attribute an incentiveinconsistent message to the source's underlying beliefs (e.g., Kelley 1972) . Therefore, disclosures consistent with management incentives are less likely to be believed (Mercer 2004) , and management credibility assessments increase when management is forthcoming about negative news relative to when management is not forthcoming (Mercer 2005) .
Thus, when a supplemental disclosure acts against management's incentives (e.g., a reconciliation that transforms disclosed lease obligations to appear as if recognized), we expect users to perceive higher management credibility when management provides that additional information (similar to Hirst et al. 2007 in the context of disaggregating management forecasts), but lower management credibility when users are aware that management has not provided them with that useful information (similar to Nelson and Tayler 2007) . We argue that when management provides the reconciliation, users are more likely to perceive management as being forthcoming and honest. 5 In contrast, when it becomes salient that management has opted not to provide that information (e.g., when users have enough knowledge to prepare their own reconciliation, or when they receive the reconciliation from an outside source), users are less likely to perceive management as forthcoming and honest. Therefore, users' assessments of management credibility will be lower when a source other than company management provides the reconciliation.
H1:
When an independent source provides users with a supplemental reconciliation transforming disclosed lease obligations to appear as if recognized, users will perceive lower management credibility than when the same reconciliation is provided by management.
We formally state our hypothesis relative to the situation in which management has opted to provide the information in order to control for users' understanding of the financial impact of the accounting treatment. Recognition of lease obligations in the financial statements is also inconsistent with management's typical incentives, but we do not anticipate a similar influence on management credibility assessments. When information is omitted, individuals are unlikely to fully appreciate how much is left out and overestimate the exhaustiveness of the analysis (Fischhoff et al. 1978) . Thus, between the recognition and disclosure control conditions, we anticipate that our participants will generally not recognize that information (i.e., reconciliation from disclosure to recognition) is missing, will be unlikely to realize a constructive capitalization adjustment would have been worthwhile, and thus will provide similar management credibility ratings.
MANAGEMENT CREDIBILITY CONSEQUENCES

Investment risk.
Prior accounting research has documented that management's disclosure policy can have a substantial impact on financial statement users' expectations for a company's cost of equity capital and stock price (Healy et al. 1999 ; see also Bloomfield and Wilks 2000) and cost of debt (Sengupta 1998) , independent of country-specific factors (Francis et al. 2005) . Analysts' perceptions of corporate disclosure practices tend to be higher for companies that are larger, have better financial performance, and have recent or upcoming security issuances (Lang and Lundholm 1993) . Companies for which analysts have higher perceptions of corporate disclosure also enjoy a larger analyst following, with more accurate analyst earnings forecasts, less dispersion among individual analyst forecasts, and less volatility in forecast revisions (Lang and Lundholm 1996) . Therefore, if the presentation of a supplemental reconciliation that transforms disclosed lease obligations to appear as if recognized leads users to consider management incentives and affects perceptions of management credibility, we should also observe that users' assessments of investment risk are higher when an independent source provides the reconciliation.
H2:
When an independent source provides users with a supplemental reconciliation transforming disclosed lease obligations to appear as if recognized, users will perceive higher investment risk than when the same reconciliation is provided by management.
Support for H2 would be consistent with Nelson and Tayler's (2007) finding that knowledgeable users weight disclosed information more heavily than recognized information when they either prepared their own reconciliation or received an experimenter-prepared reconciliation. We again formally state our hypothesis relative to a situation in which management has opted to provide that same information in order to control for users' understanding of the financial impact of the accounting treatment. As discussed previously, although the disclosure of minimum future lease payments allows users to approximate the balance sheet and income statement as if operating leases had been recognized, the "constructive capitalization" adjustment is reasonably difficult and effortful, such that only relatively sophisticated users are likely to attempt it spontaneously. Even though sophisticated users have clearly stated their preference for recognition, financial statement users in general are more likely to consider a higher debt basis and assess higher investment risk when debts such as lease obligations are recognized rather than merely disclosed. Therefore, we anticipate that our participants will generally not attempt the constructive capitalization adjustment, and will report higher risk assessments when lease obligations are recognized rather than merely disclosed. However, unlike the experimental treatment conditions, the increased risk assessments would not be mediated by users' perceptions of management credibility. However, Mercer (2004, 185) argues that "investors' concerns about disclosure credibility appear to be increasing, as high-profile financial scandals such as Enron and WorldCom have shaken investor confidence in the trustworthiness of financial disclosures (Barrett 2002)."
Audit expectations.
We posit that users' perceptions of management credibility will be mirrored in their expectations of the company's auditor. Although the standard of care expected of the auditor should be assessed based on ex ante factors in evaluating the sufficiency of audit work, this does not always occur. For example, jurors may assess higher standards of care for the auditor when the ex post consequences of an audit failure are severe (Kadous 2000) . A similar concern is applicable in our setting. Transactions can be structured so as to allow different accounting treatments under GAAP (Abdel-khalik 1981; Imhoff et al. 1991 ; see also Nelson et al. 2002) , and reconciliations are not required in this setting. Nevertheless, because of their effects on users' perceptions of management credibility, similar effects may be observed in users' audit expectations.
In other words, if users have ex post concerns about management credibility and integrity, they may expect auditors to have shared those concerns ex ante and to have planned their audit work accordingly. Psychology research suggests that people tend to overestimate the commonality of their own knowledge and beliefs (Nickerson et al. 1987; Keysar et al. 1995; Van Boven et al. 2003 ; see Marks and Miller 1987 for a review of the false consensus effect). Thus, we examine whether users' judgments of management credibility extend to their expectations for the auditor.
H3:
When an independent source provides users with a supplemental reconciliation transforming disclosed lease obligations to appear as if recognized, users will report higher audit expectations than when the same reconciliation is provided by management.
Because we anticipate that, without reconciliation, users will provide similar management credibility ratings between the disclosure and recognition control conditions, we also anticipate that users will report similar audit expectations between the two control conditions. In addition to the tests of our specific hypotheses, our analyses examine the simultaneous links between management credibility, investment risk, and audit expectations.
Experiment
PARTICIPANTS
Participants are undergraduate students recruited from a junior-level managerial accounting course at a large public university who completed the study for extra course credit. Participants attended one of fifteen experimental sessions, and were randomly assigned to the between-subject conditions within each session.
Although enrolled in a junior-level accounting course, our participants were recruited early in the fall semester and would therefore still have relatively limited accounting experience. Because of our interest in audit expectation differences, we purposefully recruited participants with limited task-specific knowledge. Prior research finds that students' judgments and decisions are similar to those of potential jurors (e.g., Rajki 1994, Zickafoose and Bornstein 1999) , 6 which suggests that candidates for jury service would generally be less financially sophisticated than Nelson and Tayler's (2007) MBA participants. 7 On the other hand, Frank et al. (2001) found that students nearing completion of an undergraduate auditing class share similar attitudes about the expectation gap as practicing auditors.
Similarly, Monroe and Woodliff (1993) and Gramling et al. (1996) found that the completion of an auditing class significantly shifts students' responses about audit expectations issues closer to those of practicing auditors, though differences may still exist. At this stage of their studies, our participants
would not yet be enrolled in an auditing class, but it remains possible that such views could develop earlier in their studies or be intrinsic to accounting students. However, the extent to which our participants are more knowledgeable or share more sophisticated financial views should bias against finding our predicted pattern of audit expectations.
METHOD
3.2.1 Design. We adapt Nelson and Tayler's (2007) materials to a (1 × 2) + 2 between subjects design, manipulating the financial disclosures for a company's leases. In our (1 × 2) experimental treatment conditions, the company maintains operating leases, and we manipulate the source of a 6 As discussed by Kadous (2000, 330-331) , although individual judgments may be more representative of juror predeliberation evaluations of auditors, there is a strong, straightforward relationship between juror predeliberations or first-ballot results and the jury's ultimate decision (Davis 1980) . 7 Although judges may be considered more knowledgeable than individual jury members, they can also fall prey to judgment and decision-making fallacies (e.g., Guthrie et al. 2001) . Further, even judicial opinions in securities fraud class actions are arguably consistent with the application of heuristic decision making processes (Bainbridge and Gulati 2002) . statements. The source of the reconciliation is manipulated to be either (1) an independent research analyst, or (2) company management. We complement our two experimental treatment conditions with two control conditions in which participants do not receive any supplemental reconciliation. In the first control condition, participants only receive the company's financial information, which includes footnote disclosure of the operating leases; we refer to this as the disclosure control group. In the second control condition, participants only receive the company's financial information, but the company has maintained capital leases (which are recognized in the financial statements) instead of operating leases (which are merely disclosed in the footnotes); we refer to this as the recognition control group. In all experimental treatment and control conditions, the lease footnote provides identical information, sufficient for knowledgeable users to constructively capitalize the operating leases (or reverse the recognition of capital leases, if they wish to do so). 
Dependent measures.
Our dependent measures include management credibility, investment risk, and audit expectation judgments. We ask all participants to evaluate each of the three dependent measures in order to facilitate mediation analyses. 9 Participants assess the dependent measures on 11-point Likert scales. Specifically, participants assess investment risk (i.e., how the risk of investing in the company's long-term debt compares to the industry in general) using a response scale anchored at 0 (much less risk than average) and 100 (much more risk than average), scored in 10-point increments.
Similarly, participants assess management credibility (i.e., how credible (trustworthy or believable) 8 As expected, however, our review of the completed experimental materials found no written documentation of any participant attempting to perform this reconciliation. 9 Dependent measures were presented to participants in a single order (investment risk, management credibility, then audit expectations). We collect additional data to assess the potential effect of asking participants about management credibility immediately prior to reporting their audit expectations, and discuss this issue further in Section 4.4. management is likely to be compared to the management of other companies in the industry) using a response scale anchored at 0 (much less credible than average) and 100 (much more credible than average). Finally, participants assess their level of concern that the financial statements contain potential material misstatements both (1) overall, and (2) with respect to the leases held by the company, using response scales anchored at 0 (much less risk than average) and 100 (much more risk than average). 10 We use the mean of these two judgments as our measure of participants' audit expectations. 11 For ease of interpretation, we divide by 100 and present all dependent measures on a percentage basis.
Participants provide both initial and revised assessments of each of the dependent measures.
Participants provide their initial assessments after first viewing excerpts from the company's financial statements, which include footnote disclosure of the lease information. Participants provide revised assessments after being asked to review a duplicate of the initial financial information and, if applicable, the supplemental reconciliation. Similar to Hirst et al. (1999) and Sedor (2002) , we adjust for the influence of participants' initial response using analysis of covariance (ANCOVA) and examine the least squares adjusted means for participants' revised responses.
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To provide corroborating evidence with alternative measures, we also analyze participants' responses to post-task questions about their credibility assessments and the auditor's responsibilities. Birnbaum and Stegner (1979) define credibility in terms of perceptions of source expertise and source bias. Consistent with this characterization, Mercer (2001 Mercer ( , 2005 includes measures of both management competence and management trustworthiness in evaluating overall management credibility. In our post-10 Specifically, participants were instructed that, when evaluating a company's financial statements, "auditors need to assess the risk (called audit risk) that the financial statements contain material misstatements that they [the auditors] might fail to detect" and that "such misstatements could occur through either error (which is unintentional) or fraud (which is intentional) on the part of the company." Although we generically label this as 'audit risk' in the materials, we do not address or attempt to inform participants of the potential interactions among the components of the audit risk model. To the extent that auditors' judgments of management credibility are similarly affected, they would likely adjust their audit work to compensate for the increased assessments of control risk; we leave this question open for future research. 11 Inferences are unchanged when we reanalyze our hypotheses using either of the two individual measures (overall and specific to leases). 12 Inferences are unchanged when we reanalyze our hypotheses after omitting the 'initial judgment' covariate from the models.
task questions, we asked participants to assess their level of agreement with adaptations of Mercer's (2001 Mercer's ( , 2005 competence and trustworthiness components of management credibility. 13 We also asked participants to provide further assessments of the auditors' responsibilities with respect to the application of effort, care, and skepticism while auditing the company. 14 3.2.3 Procedure. The experiment is administered in two envelopes. In envelope A, participants read background information about P. F. Chang's China Bistro, Inc., a company which operates a nationwide chain of restaurants. The background information includes a brief company description, a condensed description of the two possible methods of accounting for leases, a statement indicating the method applied by the company, and a description of two common financial ratios (specifically, the debtto-equity ratio and the cash-flows-from-operations-to-debt ratio). In order to convey the "choice" of accounting method, all participants are informed that companies can structure contracts so as to select from two alternative methods under GAAP. Then, participants review the company's financial information (which consists of excerpts from the financial statements, the two financial ratios along with industry comparatives, 15 and the lease footnote). 14 The exact wording of the four items is as follows (with emphasis in the original): (1) Compared to a typical audit, how much can P.F. Chang's auditors rely on Company management for full and complete information while auditing the Company?; (2) Compared to a typical audit, how much effort do P.F. Chang's auditors need to put into auditing the Company?; (3) Compared to a typical audit, how careful do P.F. Chang's auditors need to be while auditing the Company?; and, (4) Professional skepticism is an attitude that includes a questioning mind and a critical assessment of audit evidence. Compared to a typical audit, what level of professional skepticism do P.F. Chang's auditors need to apply while auditing the Company? The first item ("rely") is reverse-scored. 15 Nelson and Tayler's (2007) materials contain information for two firms, P.F. Chang's (on which we base our materials) and a competitor. In our materials, we present the competitor's ratios as the industry averages, which allows us to eliminate an alternative explanation for why our results might otherwise differ from theirs.
was applied by the company. Participants provide their initial assessments of the dependent measures (investment risk, management credibility, and audit expectation judgments) and return the case materials to envelope A before proceeding.
Envelope B contains duplicates of the background and financial information from envelope A for the participant's reference. Participants assigned to the experimental treatment conditions then receive the supplemental reconciliation with the source manipulation (see Figure 1 , Panel C), and answer three comprehension check questions to ensure adequate understanding of the source of the reconciliation and the effect of the capitalization adjustment on the financial ratios. Next, all participants again provide their assessments of the dependent measures, responding to the same questions listed in envelope A.
Following their revised assessments of the dependent measures, participants answer the series of corroborating questions about their credibility assessments and the auditor's responsibilities, as well as an additional opinion question about the appropriateness of the alternate accounting methods. Finally, participants complete the session by answering demographic questions.
Results
COMPREHENSION CHECKS
All participants responded to two comprehension check questions after reviewing the initial financial information to verify their understanding of (1) the acceptable methods of accounting for leases and (2) the method applied by the company in its financial statements. Participants in our two experimental treatment conditions also responded to additional comprehension check questions after receiving the supplemental reconciliation to verify their understanding of (1) Figure 2 graphs the adjusted means, and Table 1 , Panel B summarizes the planned comparisons used to test our hypotheses. We discuss each in turn.
Management credibility (H1)
. H1 predicts that participants who receive a reconciliation of the disclosed lease obligations to constructive capitalization will view management as less credible when the reconciliation is provided by an independent source rather than company management. In support of the hypothesis, we find that participants who received the analyst reconciliation view management as significantly less credible than do participants who received the management reconciliation (t = −2.64, p = 0.005).
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Analyses of the control conditions confirm that our participants are unlikely to differ in their views of management credibility unless prompted to do so through the presence of a reconciliation.
Specifically, participants in the disclosure control group do not view management credibility significantly differently from those in the recognition control group (t = +0.42, two-sided p = 0.672). However, analyses also suggest that the presence of a salient reconciliation from an independent source lowers participants' views of management credibility relative to recognition alone. We observe that participants who received the analyst reconciliation view management as significantly less credible than do 16 Participants in our two control conditions were not asked the additional comprehension check questions. Across all four conditions, the proportion of participants who did not pass all of the comprehension check questions varies significantly (two-sided p=0.007 under Fisher's Exact Test). This difference is likely caused by the greater number or difficulty of the comprehension check questions in the two experimental treatment conditions. Importantly, the proportion of participants who did not pass does not vary significantly between our two experimental treatment conditions (two-sided p=0.294 under Fisher's Exact Test). The effect of reconciliation source on investment risk (H2) weakens from marginal to non-significant when we instead analyze responses from all available 106 participants; however, the significance of reconciliation source on management credibility (H1) and audit expectations (H3) remains unchanged. 17 Because our hypotheses are directional, we report one-sided p-values unless otherwise indicated. We find that the effect of reconciliation source in H1 is unchanged when we measure credibility using the participants' mean rating of the three trustworthiness statements or using the rotated factor score for trustworthiness. Results from the control contrasts are stronger. Participants who received the analyst reconciliation continue to perceive significantly lower levels of management trustworthiness relative to the recognition control group (p < 0.001 using either the mean or factor score measure). However, participants who receive the management reconciliation perceive significantly higher levels of 18 Along with participants' assessments of the dependent measures (management credibility, investment risk, and audit expectation judgments), we also asked participants to assess the amount of incentive that management has to choose one method of accounting for leases instead of the other, on an 11-point Likert scale anchored at 0 (no incentive) and 100 (high incentive). Analyses (untabulated) confirm that participants are only likely to consider management's incentives when prompted to do so by the presence of a reconciliation. Participants in the two experimental conditions perceive higher incentive levels than participants in the two control conditions (t = +9.50, p < 0.001), but participants who received the analyst reconciliation perceive similar incentive levels as those who received the management reconciliation (t = +0.45, p = 0.325).
management trustworthiness relative to the recognition control group (p < 0.001 using either the mean or factor score measure), rather than the weakly lower levels of management credibility previously reported.
Investment risk (H2)
. H2 predicts that participants who receive a reconciliation of the disclosed lease obligations to constructive capitalization will perceive higher investment risk when the reconciliation is provided by an independent source rather than by company management. In support of the hypothesis, we find that participants who received the analyst reconciliation perceive higher investment risk than participants who received the management reconciliation (t = +1.49, p = 0.070).
Analyses of the control conditions confirm that disclosed information tends to affect judgments less than recognized information, consistent with the results of prior research and supporting a necessary assumption for auditors to reasonably conclude that litigation risk is lower for disclosed amounts (Libby et al. 2006) . Specifically, participants in the disclosure control group perceive significantly lower investment risk than do participants in the recognition control group (t = −3.00, two-sided p = 0.004).
Analyses also suggest that the presence of a reconciliation from an independent source tends to increase perceived investment risk relative to recognition alone. We observe that participants who received the analyst reconciliation perceive significantly higher investment risk than did participants in the recognition control group (t = +2.59, two-sided p = 0.011), while participants who received the management reconciliation do not (t = +1.34, two-sided p = 0.185).
Audit expectations (H3).
H3 predicts that participants who receive a reconciliation of the disclosed lease obligations to constructive capitalization will also expect more from the auditor when the reconciliation is from an independent source rather than from company management. In support of the hypothesis, we find that participants who received the analyst reconciliation report significantly higher audit expectations than do participants who received the management reconciliation (t = +3.43, p < 0.001).
Mirroring the results with management credibility, analyses of the control conditions confirm that participants are unlikely to differ in their audit expectations unless prompted to do so through the presence of a reconciliation. Participants in the disclosure control group do not report significantly different audit expectations from those in the recognition control group (t = −0.74, two-sided p = 0.464).
However, analyses also suggest that the presence of a salient reconciliation from an independent source raises audit expectations relative to recognition alone. We observe that participants who received the analyst reconciliation report significantly higher audit expectations than did participants in the recognition control group (t = +5.21, two-sided p < 0.001), while participants who received the management reconciliation do not (t = +1.60, two-sided p = 0.114). Consistent with Nelson and Tayler's (2007) weighting evidence, these findings suggest that independent reconciliation may create conditions in which audit expectations are higher (and, in turn, auditors' litigation risk may also be higher) for disclosed information than for recognized information.
Recall that, in post-task questions, we asked participants to provide additional assessments of the auditors' responsibilities with respect to the application of effort, care, and skepticism while auditing the company (see footnote 14). A factor analysis of the individual items results in the identification of a single "standard of care" factor (eigenvalue of 2.64 with all other eigenvalues less than 1) that explains 66 percent of the variance in the measures (Cronbach's alpha = 0.819). Participants' revised audit expectations (whether overall, specific to leases, or combined) are significantly positively correlated with this standard of care construct, whether measured using the mean assessments across statements (smallest r = +0.448, largest p < 0.001) or the first factor score (smallest r = +0.439, largest p < 0.001).
We find that the effect of reconciliation source in H3 is unchanged when we measure audit expectations using the participants' mean rating of the statements or using the rotated factor score for standard of care. Results from the control contrasts are similar. Participants who receive the analyst reconciliation continue to report significantly higher expectations for the auditor's standard of care relative to the recognition control group (p < 0.005 using either the mean or factor score measure).
Participants who received the management reconciliation report weakly lower expectations for the auditor's standard of care relative to the recognition control condition (p = 0.129 and 0.125 for the mean and factor score measurements of standard of care), rather than the weakly higher expectations previously reported.
4.3 PATH ANALYSES AND MEDIATION
In developing our hypotheses, we imply that management credibility judgments mediate the differences in audit expectations caused by the reconciliation source. We therefore apply a path analysis to simultaneously estimate the predicted direct and indirect relationships among the variables, as presented in Figure 3 . For simplicity, we focus on those participants in our experimental treatment conditions (i.e., those participants who received a reconciliation), and estimate the coefficients for participants who received the analyst reconciliation relative to those who received the management reconciliation.
We find results consistent with our hypotheses and mediation assumptions (Figure 3 , Panel A).
First, and most importantly, we observe that participants who received the analyst reconciliation view management as less credible than do participants who received the management reconciliation (−0.140, z = −2.24) 20 and, in turn, participants who view management as less credible also expect more from the auditor (−0.411, z = −4.27). Second, we observe that participants who received the analyst reconciliation tend to perceive higher investment risk, but this tendency occurs indirectly through lower perceived management credibility (−0.233, z = −1.25) rather than through a direct effect of reconciliation source (+0.070, z = +0.88). We also find some evidence that the higher investment risk will also lead to increased audit expectations (+0.182, z = +2.25).
19 Analyses of the remaining post-task questions (untabulated) suggest that the differences we observe in audit expectations are not likely to be caused by differences in participants' beliefs about how to determine an appropriate standard of care, and that, consistent with the presentation of a reconciliation highlighting management's incentives to prefer disclosure over recognition, participants in the two experimental treatment conditions (who received a reconciliation) view disclosure as relatively less appropriate than recognition compared to participants in the two control conditions. 20 Often reported as "t values," the critical ratios (of the path coefficient estimates divided by their respective standard errors) are properly labeled "asymptotic z-statistics." Although they have an asymptotic standard normal distribution, their exact sampling distribution is not known. We therefore suggest that these statistics be interpreted relative to the critical z value of 1.64 (1.28) for one-sided tests at 5% (10%), but we do not report precise p-values.
The links within the model are estimated simultaneously using maximum likelihood estimation techniques, with similar results using generalized least-squares estimation.
Because of potential 'lack of fit' in the model, we replicate the analyses using the rotated factor scores for trustworthiness and standard of care, and we find similar results (Figure 3, Panel B) . 21 We also perform a mediation analysis (Baron and Kenny 1986; Kenny et al. 1998 ) of management credibility on the effect of reconciliation source on audit expectations. Results (untabulated) confirm that the effect of the reconciliation source is reduced, indicating partial mediation. The effect of the reconciliation source is eliminated when we replicate the analyses using the rotated factor scores for trustworthiness and standard of care.
We also repeat the path analyses (untabulated) for our two control conditions. We find that recognition (relative to disclosure) significantly increases perceived investment risk, but this tendency occurs as a direct effect of recognition (+0.342, z = +5.69) rather than indirectly through lower perceived management credibility (−0.024, z = −0.51). Analyses of the control conditions confirm that our participants are unlikely to differ in their views of management credibility unless prompted to do so through the presence of a reconciliation, again supporting a key assumption for auditors to reasonably conclude that litigation risk is lower for disclosed amounts (Libby et al. 2006 ).
ADDITIONAL DATA
We conduct a partial replication of our study in order to assess the potential demand effect of asking participants about management incentives and credibility immediately prior to their audit expectations. Additional participants are undergraduate students recruited from the next offering of the same junior-level managerial accounting course, who completed the study for extra course credit. We limit our design to the experimental treatment conditions in which reconciliation source is manipulated between-subjects (independent analyst or company management). Between subjects, we also manipulate 21 Specifically, using a chi-square test of model fit, the null hypothesis that the model presented in Figure 3 , Panel A "fits the data" is rejected (χ whether participants are asked the full set of dependent measures (i.e., management credibility, investment risk, and audit expectation judgments) or a partial set in which the potentially leading 'management credibility' questions are omitted. However, to ensure that we can retest the mediation analyses, all participants are still asked to respond to the same post-task questions about management credibility and the auditor's responsibilities. In order to provide preliminary evidence on litigation risk, we ask participants to consider the hypothetical discovery of an error in the audited financial statements in a new post-task question, 22 and we counterbalance the order of this question (before vs. after the post-task questions about management credibility and the auditor's responsibilities). Procedures were otherwise identical to the original study.
We again limit our analyses to the 101 participants who correctly answered all comprehension check questions. 23 We analyze participants' revised audit expectations as a function of reconciliation source (analyst or management), question set (full or partial), counterbalanced order (before or after), and the two-and three-way interactions, after again controlling for participants' initial audit expectations. In untabulated analyses, we find no significant effect of the question set, order, or interactions (all two-sided p > 0.258), with participants who received the analyst reconciliation reporting higher audit expectations than participants who received the management reconciliation (t = +2.34, p = 0.065). When we measure audit expectations using participants' mean rating of the post-task auditor responsibility statements or using their rotated factor score, the source effect strengthens (both p < 0.014). This replicates the primary finding from the original study. 22 Adapted from Libby et al (2006) , participants were asked to assume that: "Some new leases at a consolidated subsidiary were accidentally omitted when the Company prepared their balance sheet and lease footnote, such that the present value of the lease obligations was understated by $17.5 million. Thus, the present value of future lease payments should have been $199,250, instead of $181,750 as originally disclosed in the footnote. On a percentage basis, the omission is equal to 4.6% of the total assets reported on the balance sheet. Given the error, how concerned are you that P. F. Chang's auditors did not perform enough audit work to meet their professional responsibilities for this audit?" Reponses were indicated on an 11-point Likert scale anchored at 0 (not at all concerned) and 100 (extremely concerned). 23 The proportion of additional participants who did not pass all of the comprehension check questions does not vary significantly across the conditions overall or specifically between the source manipulations (two-sided p = 0.277 and 0.857 under Fisher's Exact Test, respectively). However, the proportion of additional participants who did not pass all of the comprehension check questions (30.3 percent) is qualitatively higher than in our original study (10.4 percent).
We then replicate the path analyses from the original study using the rotated factor scores for trustworthiness and standard of care ( Figure 3 , Panel C), extending the path to participants' reported concerns about whether the auditor met their professional responsibilities with the hypothetical error (see footnote 22). We observe lower explanatory power (R 2 s), but otherwise similar results. Although the effect is small, we also observe that participants' higher audit expectations lead, in turn, to a statistically significant increase in concerns that the auditor did not meet their professional responsibilities given the later discovery of an error (+0.033, z = +2.07). 
Summary and Conclusions
In this paper, we examine how supplemental accounting disclosures affect users' judgments about management credibility and, in turn, their audit expectations. In light of the recent renewal of public concern over auditors' potential conflicts of interest and pressures to favor management (e.g., Moore et al. 2006 ), our purpose is to bring together recent financial accounting research on investors' perceptions of disclosure and management credibility with recent auditing research on the effects of alternative accounting treatments on auditors' judgments of tolerable misstatement and materiality. While auditors act as if they believe that litigation risk is lower for disclosed amounts than for recognized amounts (Libby et al. 2006) , users who are able to clearly understand the differential impact of the two treatments may weight disclosed information more heavily (Nelson and Tayler 2007) , which is inconsistent with lower litigation risk. To the extent that users also assess management as less credible for choosing to merely disclose information, users' assessments may extend to their expectations of the auditor's applied standard of care.
In our experiment, we separate the effects of users' understanding of the financial impact of the accounting treatment (by manipulating the presence of a supplemental reconciliation relative to control conditions) from the inferences users might make based on management's choice of accounting treatment and disclosures (by manipulating the stated source of the reconciliation). 24 The chi-square of χ Participants who receive a reconciliation of the disclosed lease obligations to capitalization report lower perceptions of management credibility, higher investment risk, and higher audit expectations when the reconciliation is provided by a source independent of management rather than by company management itself. The path analysis applied to simultaneously estimate the predicted direct and indirect relationships among the variables supports these results, indicating that perceived management credibility mediates the observed effects for investment risk and audit expectations. These results suggest that users expect their assessments of management to be shared by auditors and reflected in their audit work.
Comparisons with the control conditions confirm that disclosed information alone tends to affect judgments less than recognized information, supporting a key assumption for the conclusion that audit litigation risk is generally lower for disclosed amounts (Libby et al. 2006) . Users are unlikely to differ in their views of management credibility or in their audit expectations unless prompted to do so (in our experiment, via reconciliation), again supporting the assumption. In particular, users receiving an outside reconciliation report lower perceptions of management credibility, higher investment risk, and higher audit expectations relative to control conditions, consistent with Nelson and Tayler's (2007) weighting evidence. These findings suggest boundary conditions in which audit expectations are higher (and, thus, auditors' litigation risk may also be higher) for disclosed information than for recognized information.
Results demonstrate the effects of the presence and source of reconciliation on risk and management credibility judgments, extending research on the influence of managerial reporting discretion on audit expectations, with implications for research on the expectation gap and auditors' potential litigation risks. First, we extend research on recognition versus disclosure by demonstrating the effects of the presence and source of reconciliation on risk and management credibility judgments. The results would likely be of interest to managers because they indicate the differential impact of legitimate, within-GAAP accounting treatment choices on users' opinions of management integrity and the risk of investing in the company when that choice is made salient. These effects could, at least in short term evaluations, offset the potential benefits of "managing" earnings or debt information through disclosure.
Second, we extend research on the influence of managerial reporting discretion on expectations for audit planning and performance. Our results suggest that users expect auditors to share their concerns about how financial reporting decisions reflect on the integrity of management, and to adjust their efforts accordingly. These results provide empirical evidence that an auditor's business risk is likely to change with perceived management integrity (i.e., a key factor in the control environment). These result also suggest that auditors may need to assess managers' decisions not only in light of their conformity with GAAP, but also in light of how those decisions may be perceived by financial statement users who generate audit expectations based on their assessments of managers.
Finally, we extend research on the expectation gap and auditors' litigation risk as it relates to the standard of care that should be observed for recognized versus disclosed amounts. Because disclosed amounts are typically given less attention than recognized amounts, auditors may act as if the litigation risk associated with them is lower (Libby et al. 2006) . Our results show, however, that through the effect of reconciliation on management credibility judgments, users' expectations of auditor diligence are higher (and thus auditors' exposure to risk may be higher) for disclosed versus recognized amounts. While our results suggest that user's audit expectations can be affected even when management's choices conform with GAAP, this effect could be stronger in a litigation setting in which the financial impact of recognizing previously disclosed amounts would be made salient to jury members.
Our study also raises a number of opportunities for future research. For example, whether the audit expectation effects we document here extend to jurors' litigation judgments (e.g., greater penalties for failure to identify errors in disclosed relative to recognized amounts) remains an empirical question. Also, to the extent that auditors are aware of the business risk implications of managers' within-GAAP accounting choices, it is possible that auditors take other actions to offset any increased risk. As Mock and Wright (1999) and Allen et al. (2006) note, the extant research suggests that auditors are sensitive to client risk factors, but finds mixed results with respect to whether program plans are then adapted to those risks (see also Kizirian et al. 2005) . However, results of some research (e.g., Bedard and Johnstone 2004) suggests that responsiveness to client risks may have improved in recent years (Allen et al. 2006 ). Thus, while we focus on users' judgments of management credibility in light of managers' within-GAAP accounting choices, the effect of these choices on auditors' perceptions of management, and the subsequent effects on audit planning and performance, represents an interesting avenue for future investigation, as does auditors' anticipation of other disclosure transparency issues and market anomalies. The Company leases all of its restaurant properties. On average, the leases have an implicit interest rate of 8%, 22-year total lease lives, and are 50% expired. The Company's applicable tax rate is 35%.
EXCERPTS FROM THE COMPANY'S FINANCIAL STATEMENTS
The present value of the future lease payments is recorded as debt on the balance sheet. When a payment is made, it decreases the debt on the balance sheet. Future lease payments will be at least (in thousands): Panel B: Financial information initially provided in the recognition control condition Investors may find it helpful to think about how a company's financial results would change if an alternative accounting method had been applied. Company management may choose to provide this type of additional report. If the Company chooses not to provide the report, an independent research analyst may step in to provide the report instead.
Company management has chosen not to provide that report for its investors. The information on the following page was prepared by an independent research analyst, and was included in the analyst's own research report about the Company.
Company management has chosen to provide that report for its investors. The information on the following page was prepared by Company management, and was included in the Company's financial statements.
Reconciliation: Alternative accounting for leases
This reconciliation shows how the Company's financial results would change if the alternative method of accounting for leases had been applied. Instead of recording lease payments on an on-going basis, the alternative method initially records the leased property as an asset and the present value of the future lease payments as debt on the balance sheet. Then, when a payment is made, it decreases the amount of the debt. 
OR Page Break
Panel C: Additional financial information subsequently provided in the experimental treatment conditions, with the source of the reconciliation manipulated to be either (1) an independent research analyst, or (2) company management 
